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The case for active emerging
market small-cap strategies

Active small-cap equity managers
benchmarked to the MSCI
Emerging Markets (EM) Small Cap
Index have generated attractive
excess returns over shorter and
longer investment horizons.

We think investors have too often overlooked dedicated small-cap strategies when building their
strategic allocations to emerging market equities. According to data collected from eVestment
Alliance, emerging market equity strategies benchmarked to the MSCI EM Small Cap Index
represented only 2.2% of the total assets allocated to all emerging market equity strategies at year-
end 2019. This leaves considerable room for global investors to increase allocations to this space. We

Emerging market small-cap
equities offer diversification and
greater access to domestically
focused businesses that may

face lower trade and supply chain
disruptions than larger companies.

We expect emerging market small-
cap equities will outperform large-
cap stocks in a recovery, making
dedicated allocations to this asset
class a timely consideration today.

Prashant Paroda

expect that many small-cap companies may benefit as the world recovers from the impact of the

coronavirus. This may provide investors an attractive entry point, as we lay out in this paper.
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Similar to small-cap stocks in other global equity markets, small caps in emerging markets have

relatively little sell-side research coverage in comparison to their larger counterparts, which we
believe contributes to security-level mispricing and stronger selection opportunities. In fact, Figure
1 shows that the median active emerging market small-cap equity manager has consistently
outperformed the MSCI EM Small Cap Index for 1-, 3-, 5-,and 10-year periods ending 31 March 2020,
adding significantly more value than the corresponding manager in the more traditional all-cap or

large-cap universes.

Figure 1: Trailing active manager median annualized excess returns ending 31/3/2020
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Source: eVestment Alliance. Shows eVestment Alliance universe median U.S. dollar, gross of fees, manager excess return over
the most common universe benchmark. Specifically, EM Small Cap captures the Global Emerging Markets Small Cap Equity
universe versus the MSCI EM Small Cap Index-ND. EM All Cap Core captures the Global Emerging Markets All Cap Core universe
versus the MSCI EM Index-ND. EM Large Cap Core captures the Global Emerging Markets Large Cap Core universe versus the

MSCI EM Index-ND.
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The opportunity for alpha generation is attractive in itself, but there are also favorable portfolio
diversification attributes of this asset class for global investors. Over the past 20 years ending
31 March 2020, the MSCI EM Small Cap Index realized lower return correlations against major
developed market indices than that achieved by the MSCI EM Index—specifically, 0.73 versus 0.78
against the S&P 500 Index and 0.84 versus 0.87 against the MSCI EAFE Index.

In addition to these positive portfolio risk attributes, it is also noteworthy that the MSCI EM Small Cap
Index outperformed the MSCI EM Index in 71% of all 5-year periods, rolling monthly, within the 20-year
period. Figure 2 illustrates a frequency distribution of relative returns over all 5-year periods, with
positive readings indicating outperformance of the MSCI EM Small Cap Index. The average annualized
outperformance of these periods was 7 basis points, or 0.07%.

Figure 2: Frequency distribution of 5-year annualized relative returns, rolling monthly*
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Sources: eVestment Alliance and WFAM. *The chart presents the frequency distribution of 5-year annualized relative returns
rolling monthly of the MSCI EM Small Cap Index versus MSCI EM Index for the 20 years ending 31 March 2020.
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Small caps dramatically outperformed in the recovery following
the global financial crisis

Small caps have tended to underperform during large drawdowns, as experienced during the global
financial crisis and more recently during the global equity market downturn that took place in the first
quarter of 2020. However, emerging market small caps outperformed dramatically during the initial
recovery from the 2008-2009 financial crisis and we would expect them to do so in any eventual
recovery from the current coronavirus crisis.

Table 1: Historical performance surrounding market drawdown (%)

2008 2009 2020

(global financial crisis) (initial recovery) (coronavirus crisis)
MSCI EM Index -53.33 78.51 -23.60
MSCI EM Small Cap Index -58.33 113.79 -31.37

Source: eVestment Alliance; shows full-year performance for 2008 and 2009 and year-to-date performance through 31/3/2020
Past performance is not a reliable indicator of future results.



Small caps offer investors greater exposure to domestic growth
opportunities

The MSCI EM Small Cap Index has a relatively large concentration of domestically focused companies,
which tend to have outsized presence in certain sectors. The industrials, real estate, health care, and

consumer discretionary sectors constitute 44.6% of the MSCI EM Small Cap Index versus only 26.8% of
the MSCI EM Index as of 31 March 2020.

Figure 3: Relative sector weights of MSCI EM Small Cap Index versus MSCI EM Index as of 31/3/2020
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A shift of supply chains away from China could lead to emerging
market small-cap outperformance

We think there is an increasing likelihood that major supply chains will be diversified away from Chinain a
post-coronavirus world, exacerbating the fallout from trade tensions. As China’s weight in the MSCI EM
Small Cap Index (13.1%) is significantly lower than its weight in the MSCI EM Index (40.6%), investors
may reduce some of the associated supply chain disruptions affecting China by pursuing strategies that
reflect these country allocations. Within emerging markets, most surveys point to Southeast Asia and
India as likely beneficiaries of such shifts, aided by labor cost advantages. Longer term, we believe asset
allocators should give some thought to the secular shifts in global supply chains that may happen over
the next decade. This will likely lead to a new host of winners and losers. We think that nimble managers
who can identify the winners early may benefit the most.



Figure 4: Relative country weights of MSCI EM Small Cap Index versus MSCI EM Index as of 31/3/2020
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*ASEAN countries include Indonesia, Malaysia, Philippines, and Thailand.

The MSCI EM Index is concentrated with the top 10 constituents making up 28.47% of the index by

value. In contrast, the top 10 constituents of the MSCI EM Small Cap Index represent only 3.35% of the
index. Investors who want to diversify their emerging market exposures away from the large names that
dominate the MSCI EM Index can do so by increasing allocations to emerging market small-cap strategies.

Table 2: The MSCI EM Small Cap Index is less concentrated than the MSCI EM Index

MSCIEM MSCI EM Small Cap
Company hame Index weight Company name Index weight
(% as of 31/3/2020) (% as of 31/3/2020)
Alibaba Group Holding 7.08 Silergy Corp. 0.48
Tencent Holdings 5.89 Hanjin Kal Corp. 0.44
Taiwan Semiconductor Mfg 4.68 Seegene 0.34
Samsung Electronics Co. 3.92 Macronix International 0.31
China Construction Bank 1.65 Parade Technologies 0.31
Naspers 1.33 Techno Electric & Mach 0.30
Ping an Insurance 1.15 Chroma ATE 0.30
China Mobile 0.96 SIMPLO Technology Co. 0.29
ICBC 093 8\;“;‘3;?5 Transport 0.29
Reliance Industries 0.88 Jubilant FoodWorks 0.28
Total 28.47 Total 3.35

Source: MSCI



Generational changes in the management of family-owned
enterprises could provide alpha opportunities for investors

A large portion of small-cap companies in emerging markets are privately owned, with many families
owning more than 50% of the float. We believe the next decade will see a generational change

in management. While some families will still be involved in running the business, others will hire
professional management and oversee their interests through active representation at the board level
as majority investors. Professionalization of management should lead to better capital allocation, cost
efficiencies, and improved margins, which could lead to a positive rerating of several small-cap names in
the emerging market stock universe.

Berkeley Street Emerging Markets Small Cap

The Berkeley Street Emerging Markets Equity team employs a process-driven strategy of investing in
quality small-cap companies at compelling prices. In any economy or sector, a small minority of companies
generate most of the value. The team seeks to identify these companies. The team has been investing

in small-cap companies using its quality-at-compelling-price process for its all-cap emerging market
strategy since 2006. A standalone emerging market small-cap strategy was launched in 2018, allowing
investors to benefit from an exclusive focus on small caps. The strategy aims to take advantage of several
of the potential benefits of the asset class that we outlined above, with controlled levels of risk.

We believe that small-cap stocks in emerging markets can provide compelling returns while diversifying
a traditional large- or all-cap allocation. We believe the compelling excess returns that small-cap
emerging market managers have generated over multiple investment horizons is evidence of ongoing
inefficiencies that active managers have been able to exploit. Emerging market small caps tend to
demonstrate more volatility in drawdowns, though returns have been strong in market recoveries.
Smaller companies also tend to have more domestically focused businesses with less exposure to supply
chain disruptions or trade tensions than the larger companies in the space. We think this adds to the
already-strong case to increase allocations to this asset class now.



We want to help clients build for successful outcomes, defend portfolios against

uncertainty and create long-term financial well-being.

e To learn more, contact us at WFAMInstitutionalClientRelationsInternational@wellsfargo.com.

CFA® and Chartered Financial Analyst® are trademarks owned by CFA Institute.

MSCI makes no express or implied warranties or representations and shall have no liability whatsoever with respect to any MSCl data contained herein. The
MSCI data may not be further redistributed or used as a basis for other indices or any securities or financial products. This report is not approved, reviewed,
or produced by MSCI. Past performance is no guarantee of future results.

The views expressed and any forward-looking statements are as of 28 April 2020, and are those of Prashant Paroda, associate portfolio manager;

Jerry Zhang, Ph.D., CFA, managinig director and senior portfolio manager, and/or Wells Fargo Asset Management. Discussions of the markets generally
are not intended as individual recommendations. Future events or results may vary significantly from those expressed in any forward-looking statements;
the views expressed are subject to change at any time in response to changing circumstances in the market. Wells Fargo Asset Management disclaims any
obligation to publicly update or revise any views expressed or forward-looking statements.

The information provided is a Marketing Communication (which means a financial promotion or advertisement), unless stated otherwise, for Professional
or Qualified Investor use only.

Wells Fargo Asset Management (WFAM) is the trade name for certain investment management companies owned by Wells Fargo & Company. These

companies include but are not limited to Wells Fargo Asset Management (International) Limited (WFAMI Ltd.), an affiliated investment management

company within WFAM, authorised and regulated by the UK Financial Conduct Authority (FCA), and Wells Fargo Asset Management Luxembourg S.A.,
authorised and regulated by the Commission de Surveillance du Secteur Financier.

Unless otherwise stated, WFAM makes no representation or warranty (express or implied) regarding the adequacy, accuracy or completeness of any
information in this document. Unless otherwise stated, the views expressed in this document do not necessarily reflect the views of Wells Fargo &
Company, WFAM or their affiliates.

Wells Fargo & Company and its affiliates may from time to time provide advice with respect to acquire, hold or sell a position in any securities or
instruments that may be named or described in this document.

Material produced is for informational purposes only and does not constitute investment advice or an investment recommendation as defined under the
Markets in Financial Instruments Directive (Directive 2014/65/EU) (MiFID I1) and implemented by the FCA, unless expressly stated otherwise. Any market
or investment views expressed are not intended to be investment research as defined under MiFID Il and implemented by the FCA. This document has not
been prepared in line with the FCA requirements designed to promote the independence of investment research and is not subject to any prohibition on
dealing ahead of the dissemination of investment research.

Allinvestments contain risk, including market risk, liquidity risk and exchange rate risk. The value, price or income of investments or financial
instruments can fall as well as rise and is not guaranteed. You may not get back the amount originally invested.

Past performance is not a guarantee of future results. Any past performance, forecast, projection, simulation or target is indicative only and not
guaranteed in any way. Any performance data is presented for illustrative purposes only and is not a reliable indicator of future performance.

Unless otherwise stated, WFAM is the source of all data and all data is as of the date of the document. Information in this document may be obtained
or derived from sources believed to be reliable, although there is no guarantee that it is accurate or complete. Any opinions, assumptions or estimates
contained in this document are subject to change without notice, are provided for informational purposes only and should not be relied upon.

THIS MATERIAL DOES NOT CONSTITUTE AN OFFER OR SOLICITATION IN ANY JURISDICTION WHERE OR TO ANY PERSON TO WHOM IT WOULD BE
UNAUTHORISED OR UNLAWFUL TO DO SO.

Distribution in the European Economic Area and in Switzerland:

FOR PROFESSIONAL CLIENTS ONLY. The information contained in this document is for professional clients and eligible counterparties only and should
not be distributed to, read to or relied upon by retail clients, as defined in the MiFID Il Markets in Financial Instruments Directive (Directive 2014/65/EU)
and the relevant local implementation acts.

For the purpose of Section 21 of the Financial Services and Markets Act 2000 (FSMA), the content of this document has been issued by Wells Fargo Asset
Management (International) Limited (WFAMI Ltd.), authorised and regulated by the FCA, or Wells Fargo Asset Management Luxembourg, authorised

and regulated by the Luxembourg Commission de Surveillance du Secteur Financier and registered as an EEA Authorised Firm with the German Federal
Financial Supervisory Authority (Bundesanstalt fir Finanzdienstleistungsaufsicht - BaFin) and with the French 'Autorité des Marches Financiers.

WFAMI Ltd. does not provide investment services to retail clients, therefore the rules made under FSMA for the protection of retail clients will not apply,
nor will the UK Financial Services Compensation Scheme be available.

For distribution in Switzerland: this document is for institutional or professional clients (Qualified Investors) only.

For distribution in Denmark: this document is provided solely for use in a private meeting and is intended for informational and discussion purposes
only. The views expressed herein represent the opinions of the investment adviser and are not intended as a forecast or guarantee of future results for
any product or service. The investment adviser has not been approved to provide investment management services by the Danish Financial Supervisory
Authority.



For distribution in Liechtenstein: this document does not constitute an invitation to the public in Liechtenstein to provide portfolio management services
to residents of Liechtenstein on a separate account basis and this document will not be and may not be issued to, passed to or made available to the public
in Liechtenstein.

Distribution in the United Arab Emirates (EXCLUDING DUBAI INTERNATIONAL FINANCIAL CENTRE AND ABU DHABI GLOBAL MARKET)

Materials are distributed by Wells Fargo Bank, National Association (N.A.), DIFC Branch, which is regulated by the Dubai Financial Services Authority (DFSA).
Wells Fargo Bank, NA, DIFC Branch only deals with professional clients as defined by the DFSA. This material, and the information contained herein, does
not constitute, and is not intended to constitute, a public offer in the United Arab Emirates and accordingly should not be construed as such. The material
is offered to a limited number of exempt investors in the UAE who fall under one of the following categories of non-natural Qualified Investors: 1. an
investor that is able to manage its investments on its own, namely the federal government, local governments, government entities and authorities or
companies wholly owned by any such entities; international entities and organisations; or a person licensed to carry out a commercial activity in the UAE,
provided that investment is one of the objects of such person, or 2. an investor who is represented by an investment manager licensed by the Securities
and Commodities Authority (SCA) (each a non-natural Qualified Investor). The materials have not been approved by or licensed or registered with the
UAE Central Bank, the SCA, the DFSA, the Financial Services Regulatory Authority or any other relevant licensing authorities or governmental agencies in
the UAE (the authorities). The authorities assume no liability for any investment that the named addressee makes as a non-natural qualified investor. The
material is for the use of the named addressee only and should not be given or shown to any other person (other than employees, agents or consultants in
connection with the addressee’s consideration thereof).

Distribution in Latin America: Wells Fargo & Company provides financial services in Asia, Canada and Latin America through its duly authorised and
regulated subsidiaries. All products and services may not be available in all countries. Each situation needs to be evaluated individually and is subject to local
regulatory requirements.

Distribution in Canada: the foregoing materials are not an offer or commitment for any products or transactions. Our willingness to enter into any
transaction is subject to final credit approval; agreement on transaction terms; and compliance to our satisfaction with all applicable legal and regulatory
requirements, including onboarding and relationship documentation. Transactions will only be entered into with qualified parties in permitted jurisdictions.
Terms, rates, prices and structures in the materials are indicative only and should not be relied upon as the terms, rates, prices or structures on which we or
anyone else would be willing to enter into, terminate or transfer a transaction with you or relied upon for any other purpose. Actual rates and prices may be
higher or lower depending on market conditions at the time of execution. Any historical information provided in the materials is for information only, and
past performance may not be relied upon as a guarantee of future results. Examples in the materials are hypothetical only and are not a prediction of future
results. There are frequently sharp differences between projections or forecasts and the actual results achieved.

Distribution in Australia: Wells Capital Management Inc. is exempt from the requirements to hold an Australian financial services license in respect of the
financial services it provides to wholesale clients in Australia. Wells Capital Management Inc. is regulated under US laws, which differ from Australian laws.
Any offer or documentation provided to Australian recipients by Wells Capital Management Inc. in the course of providing the financial services will be
prepared in accordance with the laws of the United States and not Australian laws.

Distribution in Hong Kong: this document is distributed in Hong Kong by Wells Fargo Securities Asia Limited (WFSAL), a Hong Kong incorporated
company licensed and regulated by the Securities and Futures Commission to carry on types 1, 4, 6 and 9 regulated activities, as defined in the Securities
and Futures Ordinance (Cap. 571 The Laws of Hong Kong, the SFO). This document is not intended for, and should not be relied on by, any person other
than Professional Investors (as defined in the SFO). Any securities and related financial instruments described herein are not intended for sale, nor will be
sold, to any person other than Professional Investors. The author or authors of this document may or may not be licensed by the Securities and Futures
Commission. Professional Investors who receive this presentation should direct any queries regarding its contents to Ignatius Choong at WFSAL (email:
WFAMHK@wellsfargo.com).

Distribution in South Korea: this document is distributed in the Republic of Korea by Wells Capital Management Incorporated, which is registered with
the Financial Services Commission pursuant to the Financial Investment Services and Capital Markets Act (the Act) to conduct investment advisory and
discretionary investment business with Qualified Professional Investors (as defined in the Act). This document is not intended for, and should not be relied
on by, any person other than Qualified Professional Investors.

EMEA PAR-0520-00429
FOR PROFESSIONAL/QUALIFIED INVESTORS APAC PAR-0520-00513
LatAm PAR-0520-00517

© 2020 Wells Fargo & Company. All rights reserved.





